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American Institute o f Accountants
Library and Bureau of Information
SPECIAL B U L L E T I N NO. 2 5

February, 1925
[The Committee on Administration of Endowment authorizes the
publication of special Bulletins, of which this is one, on the distinct
understanding that members are not to consider answers given to
questions as being official pronouncements of the Institute, but merely
the individual opinions of accountants to whom the questions were
referred. It is earnestly requested that members criticise freely and
constructively the answers given in this or any other Bulletin of this
series.]
DEPRECIATION—BALL PARKS
Q. I would appreciate it if you would give me some information
in regard to what depreciation accountants are taking on ball parks.
This ball park is a concrete building and while much smaller is
on similar lines to the Yankee stadium.
A. Ball parks are not so numerous that there is any general practice or consensus of opinion regarding rate of depreciation. From our
experience with the treasury department concerning rates of depreciation for concrete buildings, we imagine the treasury would not allow
for income tax purposes a rate higher than 1 ½ per cent. per annum
or, at the outside, 2 per cent., with the possible exception of any items
of equipment which can be distinguished from the structure proper,
which can be shown to have a shorter life.
The factor of obsolescence should receive consideration when so
long an expected life is used as a basis for the depreciation rate as
in the above case. The treasury department, however, would not
under its present rulings make any allowance for obsolescence until
it was more definitely in sight than is probably the case today with
ball parks.
CHARGES OF PUBLIC ACCOUNTANTS
Q. I am anxious to ascertain the general custom among public
accountants with respect to charges for consultations. We make no
charge for consultation where we are regularly employed as auditors.
In other words, where we are employed on an annual basis as auditors
our clients have the privilege of consulting us without charge on our
part. I will appreciate it if you will endeavor to ascertain, if possible
and consistent, what the general practice is in this regard and advise me.
A. We encourage our clients to consult us on any matters of an
accounting nature in connection with which they feel we may be of
assistance. If we have an annual retainer we rarely charge for such
consultations. However, if the consultation occupied any considerable
portion of the time of the principals and if, in our opinion, our advice
was of considerable value to the client, we would not hesitate to make
an additional charge.
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Our experience, is generally speaking along the lines indicated by
your correspondent, that is to say, that where we have clients for whom
we act as auditors on the basis of a regular contract of employment, we
are quite prepared to give them the benefit of consultation services during the year without additional charge. Cases have arisen, however,
where the nature of these services manifestly have been such, as to
clearly come outside the scope of the regular contract arrangement,
and in these cases we have arranged with the client for a special charge
either on the basis of agreed per diem rates or a lump sum for such
special services. Of course, in cases where a new client desires advice
or consultation services this is always made the basis of a special charge
by arrangement with him at the initial interview.
BUILDING MATERIAL TRADE
Q. We should like to secure some figures relative to the cost of
the operation of building materials companies dealing in plaster, cement, miscellaneous materials and structural steel combined. The
sales average between one million and one million and a half dollars.
A. We submit a statement giving operating statistics relative to
two companies in the building material trade.
OPERATING STATISTICS OF
C O M P A N I E S S E L L I N G BUILDING MATERIALS

Percentage to net sales
Cost Gross Operating Net
of sales profit expenses profit
Company located in the Middle West
(average sales $450,000 per year)
1923 .. .
85.47
1922
86.09
1921 . . . . . . . .
86.79

14.53
13.91
13.21

12.78
10.81
11.18

1.75
3.10
2.03

Company located in New York State
(average sales $900,000 per year)
1920
77.30
1919
83.27
1918
77.78

22.70
16.73
22.22

20.95
16.39
21.51

1.75
.34
.71

DISTRIBUTION OF COST ON T H E BASIS OF
SALES IN A PATENT LITIGATION CASE
Q. In a patent litigation case, the plaintiff has reported profits
arising from infringement sales. These profits have been determined
by percentages based on total sales.
For your information, the following figures were taken from the
plaintiff's report
Total sales
$426,744.80
Infringement sales
77,792.86
Percent of infringement sales to total sales.. $
18.23
Costs:
Materials, labor and burden . . . . . . . . . . . . . . $221,972.15
Selling and administrative
149,742.29
Total
$371,714.44
a

Infringement sales
Deduct:
Cost of sales—
18.23% of $221,972.15..
Selling and administrative—
18.23% of $149,742.29..
Total deductions

$ 77,792.86
$40,462.81
27,298.02

Net profit from infringement sales

$ 67,760.83
$ 10,032.03

You will note from the foregoing that costs have been distributed
on the basis of sales. Will you please give an opinion on this method
of distribution? It is possible to determine the cost of material and
labor from the records and to arrive at a burden rate based upon
direct labor.
A. It is our opinion that the distribution of costs on the basis of
sates in such cases is incorrect and inequitable, From our experience
in manufacturing establishments we would say that it is very unlikely
that the percentage of gross profit on each of the articles manufactured
would be the same, because an article upon which the manufacturing
costs were twenty cents and sold for thirty cents, that therefore another article upon which the manufacturing cost was fifty cents would
sell for seventy-five cents. It has been our experience that the selling
price of an article is not necessarily based only on the cost of the
article but also upon the supply and demand for that article. In the
case in question one of the articles manufactured was an infringement
upon a patent right, and in view of the fact that probably only one
other manufacturer had the right to manufacture and sell the article
so infringed upon, the demand for the article allowed a greater percentage of profit on the selling price of that article than on the balance
of the articles manufactured upon which in all probability no patents
were existing, and were therefore being sold in a competitive market
at lower percentage of profit.
For example, suppose the true cost of the infringement sales was
$5 of a total cost of manufactured articles of $40 and that the total
sales were $120, of which $30 were for infringement sales. On the
basis set forth in the case in question, the cost of the infringement
articles would be $10 which on its face is incorrect.
We understand from the statement in the third from last paragraph
in your letter that it is possible to determine the cost of materials and
labor entering into the manufacture of the infringement sales from
the records and to arrive at a burden rate based upon direct labor.
If. this is the case it is our opinion that the only correct, fair and
equitable cost in this case would be the aggregate costs of such labor
and materials entering into the manufacture of the infringed article
plus the burden based upon direct labor entering into the cost of all
articles manufactured, both infringed and others,
If no analysis of the sales and administration expenses can be had
in respect of the amounts chargeable to infringement sales, and other
sales it is our opinion that the best and most equitable method for the
distribution of such expense is the one used, as set forth in the question.
The question involves the determination of profits on certain sales.
The sales in question were infringement sales and it is proposed to
ascertain the percentage relationship that infringement sales bear to
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total sales and to apply this percentage to the total profit on all sales
for the purpose of determining profit on infringement sales.
It seems to me that it would be more nearly accurate to determine
the material, labor and burden applicable to the infringement sales,
especially if the material, labor and burden cost for the infringement
sales were likely to be in a different percentage of the selling price
of such articles than the general average of 18.23%.
The apportionment of selling and administrative expenses might
possibly be made the subject of study. If the cost to sell the articles
which constitute the infringement sales, is high or low in proportion
when compared with the selling cost of the other sales, the use of the
average percentage would not produce the most nearly correct results.
If, on the other hand, no determination can be made of the relative
cost of making the infringement sales, then the use of the average
percentage is probably the only method which could be employed for
the purpose of determining the selling and administrative cost in connection with the infringement sales.
There is some question as to whether selling and administrative
expenses should be deducted before arriving at the net profit from the
infringement sales, but if such selling and administrative expenses
are incurred in connection with the infringement sales, I believe a
deduction for a proper amount of such expenses is permissible.
LUMBER INVENTORY
Q. Will you kindly procure for us from the best authority available an expression of opinion on the following points relative to the
method of valuing a lumber inventory at cost or market whichever
is lower.
(1) What constitutes an item in the lumber inventory? Our
experience indicates that lumber inventories are usually recorded in
terms of board feet of certain specifications as to kind, grade, size, etc.;
and a unit of the inventory or an "item," if you please, usually consists
of a pile or a fraction of a pile.
(2) If a lumber company divides its inventory into sections, each
section consisting of all lumber manufactured from the same species
of timber, can such a section of inventory be construed as an "item"
within the meaning of the regulations?
(3) Is it not a violation of the principle to value an inventory by
groups such as white pine, yellow pine, cedar, fir and larch by applying
the principle of valuation to the aggregate market value and the aggregate cost of each of the groups, rather than to the items within the
group?
(4) Would not an auditor, making an examination of the accounts
of a lumber company for credit purposes, be remiss in his duty were
he to pass an inventory purporting to be priced upon the principle of
cost or market whichever is lower and were he to accept the test
applied to the aggregate of each group, rather than to the items within
the groups and more especially so if the latter application indicated
a much lower aggregate value?
A. It is assumed that the question relates to the inventory of a
dealer and not that of a manufacturer. The cost of each "item" can
usually be determined by a dealer, but not usually by a manufacturer.
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(1) An "item" is usually the total feet of a given kind and size
(or group of sizes within the same price bracket) of a given species
in the dealer's yard or sheds, regardless of its location in different
piles. However, if a quantity can be identified as a particular purchase,
it can probably be inventoried separately from the total quantity.
Sometimes an "item" is an unsorted or mill-run lot of lumber and
it might even be a lot which includes various species.
(2) Yes, if the section is composed of a group of items within the
same cost-price-bracket; or if it is a mill-run purchase; or if high-price
and low-price lumber in the section exist in the same proportions as
in the stock purchased.
(3) a. No, if the proportions of high-price and low-price lumber
in the groups are practically the same as in the purchases.
b. Probably not, if the lumber is purchased unsorted; that is, at a
price for mill-run lumber which is sorted for sale by the dealer. In
the case of a mill-run purchase, however, the dealer would probably
be permitted to determine the cost of the unsold lumber, if it could be
identified, by allocating to each grade obtained from the mill-run purchase that portion of the total cost which the market value of the grade
bears to the market value of all grades in the mill-run purchase
(4) Yes, if he found that the proportions of upper—and lowerpriced lumber in the group differed materially from the proportions
in the purchases.
A MERGER
Q. Corporation A is organized as a merger of several concerns
manufacturing the same product. The net assets of the merged corporations (without including goodwill) total $10,000,000. The new
corporation issues securities as follows in payment of same:
First preferred stock, 100,000 shares, par value $100—$10,000,000.
Second preferred stock, 50,000 shares, par value $100—$ 5,000,000.
Common stock, 50,000 shares, no par value.
The issue of first preferred stock is underwritten at 90 and the
proceeds paid to the vendors in lieu of the stock.
What would be the entries on the books of Corporation A for
recording the above transactions? In preparing the balance-sheet of
Corporation A, could any of the following items be merged with plant
account?
(1) Second preferred stock issued.
(2) Common stock, assuming that it had a declared value of $5
per share.
(3) Discount on first preferred stock.
(4) Discount on a bond issue in the event that bonds were issued
and sold at a discount in order to obtain working capital.
A. We append a list of the journal entries which, in our opinion,
correctly record the transactions stated. In preparing the entries we
have assumed that the directors decide to dispose of the discount on
capital stock by charging it to goodwill.
Discount on bonds is usually treated as a deferred charge to be
written off during the life of the bonds, and the other three items
mentioned in your letter should, in our opinion, be merged with the
plant account.
JOURNAL ENTRIES

The several asset and liability accounts aggregating net
$10,000,000
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Vendors
.........
$10,000,000
To record the purchase of the assets and
liabilities of the merged corporation as
per agreements dated
Cash . . . . . . . . . . . . . . .
$ 9,000,000
Goodwill
1,000,000
First preferred stock ....
$10,000,000
To record the sale for cash at $90.00 per
share of 100,000 shares of first preferred
stock par value $100 sold to A. B. & Co,
in accordance with underwriting agreement dated . . . . . . . . . . . . . . . . . . . . .
Note: The difference between the par
value of the stock and the consideration received therefor, viz. $1,000,000
has been charged to goodwill in conformity with a resolution by the board
of directors dated . . . . . .
........
Vendors . . . . . . .
$ 9,000,000
Cash
$ 9,000,000
To record the payment to vendors of the
proceeds of the sale of the first preferred stock.
Vendors
$ 1,000,000
Goodwill
4,000,000
Second preferred stock
$ 5,000,000
Common stock 50,000 shares of no par value
To record the issuance to the vendors
of the following securities being the
balance of consideration payable to
them under agreements dated . . . . . . . . .
50,000 shares of $100 each of second
preferred stock
50,000 shares of common stock of no
par value
Note: The difference between the tangible liability to be discharged to the
vendors and the par value of the second
preferred stock, viz. $4,000,000 has been
charged to goodwill in accordance with
a resolution of the board of directors
dated
Q. It is possible that the proposition stated in my letter was not
clearly outlined, inasmuch as the reply does not give, me all of the
information I desire.
If I am not imposing too greatly on the privileges accorded by
your department, I would appreciate a reply to the following:
Is is permissible for a corporation to charge any of the following
items to plant account:
(A) Stock discount.
(B) Bond discount.,
(C) An issue of no par value common stock with a stated value
of $5 per share?
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If the appraised value of the properties, for which the stock and
bonds were issued, equalled the par value of such securities, would
the reply be any different than if such appraised value were less than
the par value?
A. Inasmuch as neither stock discount, bond discount nor no-parvalue stock issued for intangible property has any tangible value, it
would appear axiomatic that neither of these three items should be
included in plant account.
The appraised value of physical properties would have no bearing
whatsoever on the treatment of stock discount, bond discount and nopar-value stock.
S A L T — COST
Q. Referring to the Institute's Special Bulletin No. 23 (April 1924)
and particularly to the matter of Salt-Cost appearing on page ,8, the
question seems to be a very general one and is perhaps for that reason
answered in the same manner.
At what point does the questioner expect his salt (by evaporation)
to be costed? And where were ascertained the values of $4.35 3/4 for
undried and $5.50 3/4 for dried salt "at works"?
Deducting depreciation charge of $1.14 1/2 per ton as stated, the
figures above mentioned would appear to be $3.21 1/4 and $4.36 1/4
respectively. Are these tonnages long (2,240 lbs) or short?
At one place, where large quantities of salt are shipped to this country, the price for coarse dried salt is F. O. B. vessel 8 cents per bushel
(30 bushels to the ton) or $2.40 per long ton. If we assume that the
freight thence to New York, say, $3.00 to $3.50 per ton is no more
than that from the works, quoted in your bulletin, there would seem
to be considerable difference between the rate of $2.40 and that of
$4.36 1/4 for dried salt.
Can the answerer to the query in bulletin be more specific as to his
prices?
A. Replying to your letter requesting further information regarding
cost of evaporated salt, we would advise that the costs, previously given
you were before loading charges.
The approximate cost for labor in loading salt into cars and vessels
was about 45 cents per long ton. The evaporated salt costs as previously given should not be confused with the coarse salt as shipped
to this country from foreign ports. The nearest comparison of such salt
would be the very poor grade of rock salt mined in some parts of the
United States.
DEPRECIATION—SHEDS
Q. We are making earnest efforts to ascertain the proper rate
of depreciation on buildings, which are known as sheds, which are
used in retail lumber yards. The lumber is stacked upon the shelves
and taken out as deliveries are made.
The sheds used by retail lumber yards in cities usually have concrete foundations and are constructed of reasonably substantial lumber.
The rate on this type seems very well established.
The corporation, whose income tax interest are receiving our attention, had twenty-two yards, all in small towns, with the exception of
one which is in a city of some twenty thousand inhabitants. A l l of
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these sheds were built of light timber (2x4), have no foundations and
are subject to very rough handling of lumber.
We can find no authority on this particular subject
A. In a well established community the depreciation on a lumber
shed of good construction, with concrete foundations, should be from
3% to 5%. In a new town, or a shed of ordinary construction, the rate
should range up to 10%. In a "boom" town—oil or other basis—
more than 10% could probably be justified.
ACCOUNTANT'S LIABILITY
Q. I would appreciate it if you would submit the following question regarding an accountant's liability to certain of your members
for their consideration and advice.
The president of a corporation to whom the auditors report directly
has the books of his company audited monthly. He desires only the
monthly transactions audited and the financial statements prepared as
per books.
To correctly reflect the company's financial condition, certain adjustments are necessary in the form of increased reserves for bad
debts, depreciation, etc. However, no entries of this nature are desired, or permitted to go through the books.
Under the circumstances do you consider the auditor sufficiently
protected if the monthly balance-sheet and profit-and-loss account are
stated to be prepared as per books and are not certified to? It would,
of course, be desirable to qualify the statements by foot-notes.
You will understand that the president of the company in question
objects to any other qualifications.
A. In my judgment, if an accountant is not permitted to make all
verifications and adjustments that he considers necessary for an unqualified certification, he should make perfectly clear in the body of
his certificate the respects in which the audit is not complete. From
my viewpoint, it would not be sufficient, in the absence of complete
verification and adjustment, to state that the monthly balance-sheet
and profit-and-loss account are stated to be prepared as per books.
We should always keep in mind the fact that the statements may be
considered by persons who would not understand that the words as
per books, mean that essential verifications and adjustments have not
been made.
CONVERTERS OF COTTON GOODS
Q. Will you endeavor to procure for me bad debt statistics of
converters of cotton goods who sell to the retail and wholesale trade?
A. We have searched our files for information of this kind and
were able to find only one case. For the year 1923 this case shows a
ratio of .34% of uncollectible accounts written off to net sales and for
nine months of the year 1924 a similar ration of .12%.
We regret that we are unable to give you more extended experience
and trust that the above information will be of some value to you.
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